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KEY ECONOMIC INDICATORS -1- 


Percent Change 
78/77 79/78 


INCOME, PRODUCTION?! 
GDP at constant 1970 prices 
(soles billion) 
GDP at current prices 
($ million) 
GDP at current prices 
(soles billion) 
Per-capita GDP at constant 
1970 prices (soles) 
Industrial production index 
1973=100 (avérage) 
Unemployment rate (year-end) 


MONEY AND PRICES 


Money supply (M, year-end) 
(soles billion) 
Commercial bank interest 
rate (prime) (year-end) 
Central Bank discount rate 
(commercial loans) (year-end) 
Consumer price index (1973=100 
metropolitan Lima) (year-end) 


BALANCE OF PAYMENTS AND TRADE 
($ million) 


Net international reserve 
position (year-end) -1,101 -1,019 -605 

Total external debt (year-end) 8,330 8,864 -- 

Annual debt service 618 892 461 

Net basic balance -252 230 329 

Balance of trade -438 340 526 -- 

Total exports, FOB 1,726 1,941 1,358 12.5 
US share (%) 30% 34% 33% -- 

Total imports, FOB -2,164  -1,600 -832 -28.0 
US share (%) 29% 38% 36% — 


Main imports from the US in 1977 (FOB, $ million): Machinery and mechanical 

appliances and parts: 116; cereals (largely wheat): 83; motor vehicles, 

tractors and parts: 47; animal and vegetable fats and oils and derivatives: 

30; organic chemicals: 29. 

x, Level as of end of June except as noted below. 

= Dollar figures for 1977 and 1978 were obtained using the average exchange rate, 
respectively 84.27 soles=$1 and 156.74=$1. The value of the sol as of 10/4/79 

3/ Was 239.51 soles=$1. 

i/ Central Reserve Bank projection for whole year 

5, Average for first half of year. 

6/ First half 1979/1978, 

7/ Annual rate of increase. 

B/ Level as of end of September. 

— September 1979-December 1978. 





SUMMARY 


During the first half of 1979 Peru's external accounts and net 
international reserve position continued to improve significantly. 
The success of the 1978 stabilization program in this area was high- 
lighted by the recent announcement by the government that the debt 
rescheduling negotiated for 1980 maturities would be waived. A 
slight increase in aggregate economic output is officially forecast 
for this year in contrast to the declines experienced in 1977 and 
1978. Peru has had no difficulty complying with the 1979 conditions 
established under the International Monetary Fund (IMF) Stand-By 
Agreement signed in September 1978. On July 24, the IMF approved 
an additional credit for Peru of 285 million SDR (approximately 
$370 million). In spite of tight credit policies and improved gov- 
ernment finances, the economic team has not been able to lower the 
inflation rate significantly, primarily because of the monetization 
of the higher-than-expected gains in international reserves. The 
government, therefore, took steps in June and again in August to 
stem dollar inflows. Prospects in Peru for American exporters have 
improved substantially. As a result of the expansion of export- 
oriented industries, economic growth is likely to be stronger in 
1979 than previously expected. The Peruvian government is fore- 
casting a 23 percent increase in import value this year and has 
encouraged imports by removing all financing requirements. Most 
important, the government has initiated an import liberalization 
program. This prospect represents a unique opportunity, and US ex- 
porters who have not been active in Peru should consider. entering 
this market. The most promising opportunities for US exporters lie 
in the areas of mining and earthmoving equipment, business equip- 
ment, small computers, textile machinery and communications 
equipment. 


CURRENT ECONOMIC SITUATION AND TRENDS 


Introduction 


As a result of the implementation of a stabilization program, by the 
end of 1978 the Peruvian economic situation had improved signifi- 
cantly from the low point of the financial crisis in mid-1978. The 
main gains were made in the external accounts, however, while the 
domestic economy remained depressed. The principal measures of the 
stabilization program implemented by the Peruvian economic team, 
headed by Minister of Economy and Finance Silva Ruete and Central 
Bank President Manuel Moreyra, were: a restrictive financial pro- 
gram, supported by a $300 million IMF Stand-By and Compensatory 
Finance Loan; an Economic Plan for 1979-1980; and debt rescheduling 
totaling nearly $2 billion. The objectives of the stabilization 
program were to revive production in key sectors, restore balance 
of payments equilibrium and lower the inflation rate. 





During the first half of 1979 the improvement in the balance of 
payments and the corresponding increase in net international reserves 
far exceeded official expectations. Instead of the payments arrear- 
ages and scarcity of foreign exchange which characterized the first 
half of 1978, excessive inflows of foreign exchange are now the con- 
cern of the Peruvian economic team. The success of the stabiliza- 
tion program was highlighted by the recent announcement of the 
government that the debt rescheduling negotiated for 1980 maturities 
would be waived. It has taken longer for the stabilization program 
to revive domestic production, but during the first half of 1979 the 
beginnings of a mild economic recovery were evident in the manufac- 
turing sector. The Peruvian economy is likely to show slight positive 
growth late in 1979, after two consecutive years of declining aggre- 
gate economic output. The one weakness of the stabilization program 
has been the persistence of a high inflation rate, which this year will 
probably be only marginally below the Dec. 78-over—Dec. 77 increase of 
74 percent. It has proven difficult to lower the inflation rate 
because of the strong gain in international reserves and a continua- 
tion of significant price increases in many basic commodities in order 
to reduce subsidies. The government's decision to waive the 1980 re- 
financing and the financial measures recently enacted to stem dollar 
inflows should improve the chances for a significant lowering of 
inflationary pressures during the early part of next year. 


Decision to Waive 1980 Debt Refinancing 


In late September, the Peruvian government formally requested a waiving 
of the debt rescheduling negotiated in November 1978 with the private 
commercial banks and will do so later with the public creditors 
through the Paris Club mechanism. The decision was made because more 
optimistic balance of payments forecasts and the recent refinancing 
of $388 million of PetroPeru's short-term debt made projected external 
financing appear excessive. The action will stem excessive reserve 
growth next year and will result in a savings of about $300 million 

in interest charges associated with the 1980 refinancing over the 7 
year payment period. The payment of 1980 debt maturities as original- 
ly due will also lower debt service ratios in future years. According 
to the Central Bank's calculations, the debt service ratio for 1980, 
excluding the refinancing, will be 42 percent compared to only 27 
percent this year and 46 percent in 1978. Although the debt service 
ratio is relatively high the government feels there is little risk 
involved owing to the improved international reserve position. The 
government continues to follow a prudent policy on the contraction of 
new debt. Although the debt contracted or guaranteed by the govern- 
ment totaled $540 million in the first half of 1979, 23 percent above 
the level forthe entire year in 1978, about 75 percent had 
maturities of over 10 years. 


International Monetary Fund Stand-By 


Peru has had no difficulty complying with the 1979 conditions 





established under the International Monetary Fund (IMF) Stand-By 
signed in September 1978. These conditions included ceilings on 
credit and debt contraction and a target for a gain in the net inter- 
national reserves of the Central Bank. In fact, the Central Reserve 
Bank continues to implement a tighter monetary and fiscal policy than 
is required by the Stand-By conditions. On July 24, the IMF approved 
an additional credit for Peru of 285 million SDR (approximately $370 
million). SDR 52.9 million will be disbursed from ordinary resources 
and SDR 232.1 million will be disbursed from the supplementary 
(Witteveen) facility. Peru had drawn down about $95 million under 
the previous Stand-By. The economic team has stated that the money 
from the loan will be used for paying off short-term debt of the 
Central Bank and further building up international reserves and not 
for increasing spending. The credit will enable Peru to lower the 
interest charges on debt, improve the structure of maturities and 
facilitate the liberalization of the exchange and trade regime. The 
economic team has stated that they will continue to follow the IMF 
stabilization program in 1980. The specific conditions for 1980 are 
expected to be negdtiatede 


GDP Performance 


In contrast to the decline in aggregate economic output experienced 
in 1977 and 1978, the Peruvian Central Bank is predicting a growth in 
real gross domestic product (GDP) of 1.6 percent for 1979. This is 
an upward revision of the earlier forecast of a 1 percent increase in 
GDP. During the first part of the year agricultural production con- 
tinued to decline, albeit at a lower rate than in 1978. During the 
same period, mining output grew at a rate somewhat slower than that 
in 1978, but still registered a 13 percent increase owing 
primarily to increased petroleum production. The manufactur- 

ing sector's output rose by 4 percent in the first half of 1979 against 
a 2 percent decline for 1978, partaking in the overall expansion of 
industries oriented towards the export market. 


Change in Real Gross Domestic Product (in Percent) 
constant 1970 prices) 


First Half Projected 
1978 1979/1978 1979 


Agriculture -3.0 -0.8 1.0 
Fishing 30. a 3.2 
Mining 14, 12.7 9.8 
Construction -16. 


Government -0. 


gan 
-1.5 
Others -3. _0.6 
GROSS DOMESTIC PRODUCT -1.8 1.6 


Source: Central Reserve Bank (BCR) 


= 
4 
Manufacturing -2.1 4, 1.0 
1 
3D 
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Agricultural production, particularly the output of rice and sugar 


cane, 1s still suffering from last year's drought in the northern 
area of the coast. For the first half of the year the value of rice 
production was 17 percent lower than the corresponding period in 1978 
and sugar cane production was down 12.6 percent. It is important to 
point out that 1978 was also a year of declining output for both these 
commodities. Production of pork and poultry was also down compared to 
1978 levels, and other components of livestock production are growing 
very slowly. On the other hand, output of potatoes and cotton in- 
creased during the first half of 1979. Cotton production in 1979-80 
is expected to be up by 20 percent because the government has allowed 
raw cotton prices to rise to international levels. The value of 
cotton exports for the first six months of 1979 was 60 percent above 
last year's level during the same period. In general, weather condi- 
tions, as compared with 1978, have improved in the northern sugarcane 
and rice producing areas. However, the rainy season was very short, 
and the water supply is still under normal levels, making the outlook 
for production later in the year uncertain. 


According to BCR figures, mining production rose nearly 13 percent 
during the first half of 1979 compared with the corresponding period 
in 1978. The main upsurge was in the petroleum sector where produc- 
tion increased by about 40 percent. According to the National 
Statistical Office (ONE), during the first half of 1979 Peru extracted 
an average of 186 thousand barrels a day, compared to 132 thousand 
barrels a day during the same period in 1978. The increase is pri- 
marily a result of higher production in the northern jungle area by 
the Occidental Petroleum Company. In the metals sector, output in 
constant prices was up 5 percent in the first half of 1979 relative 
to the same period in 1978. Production increases were recorded for 
iron, copper and zinc. Silver volume showed no change, while lead 
output dropped slightly. 


Manufacturing output increased by about 4 percent in the first half 
of 1979 compared to the same period in 1978, with most of the recovery 
concentrated in the second quarter. Consumer goods production was up 
primarily because of a strong rise in output of the export-oriented 
textile industry, which has benefited from the government's generous 
incentives for non-traditional exports. Output of intermediate goods 
increased owing to the recovery in such export industries as fishmeal 
and petroleum. On the other hand, the production of capital goods is 
still depressed, although a slight upturn was evident in the second 
quarter. 


Investment 


During the first six months of 1979 public investment rose by nearly 





50 percent in real terms relative to the same period in 1978. 
Spending was concentrated in the agriculture, transport and communi- 
cations sectors. In the private sector, construction licenses were 
down 38 percent in real terms for the first five months of the year 
compared to the corresponding period in 1978. On the other hand, 
investments approved by the Ministry of Industry increased by 11 
percent in real terms during the first quarter of the year over the 
corresponding period in 1978. 


Industrial Production 


The average level of the non-seasonally adjusted index of industrial 
production was 116 for the first half of 1979, up 4.5 percent over 
the average of 111 recorded in the same period in 1978, In the 

first quarter the index rose only 1 percent compared to the first 
three months of 1978, but in the second quarter there was an increase 
of 8 percent relative to the same period last year. The industries 
showing increased production in the first six months of 1979 rela- 
tive to the corresponding period in 1978 were fishmeal (23 percent), 
textiles (22 percent), non-metallic industrial minerals (30 percent), 
basic industrial metals (10 percent) and petroleum refining (18 
percent). 


Inflation 


In the first nine months of 1979 the non-seasonally adjusted Lima 
consumer price index (CPI) rose 51 percent, which is already higher 
than the Peruvian government's goal of 40 percent for the whole of 
1979. The CPI, after recording monthly increases of about 5 percent 
in the first quarter, dropped to about 3 percent monthly in May and 
June. The index surged by 7.6 percent in July as a result of gov- 
ernment-decreed price hikes in several basic food commodities, 
gasoline and utilities. Price rises moderated in August with a 
monthly increase of 3 percent in the CPI, but rose again in September 
to 4 percent. The September year-over-year increase was 64 percent. 
The clothing and beverages component of the index showed the largest 
increase, 79 percent. In spite of tight credit policies and improved 
government finances, the economic team has not been able to lower 
the inflation rate significantly, primarily because of the acceler- 
ated gain in international reserves. There were also pressures from 
the cost side including substantial price hikes for a wide range of 
basic commodities and wage increases. Peruvian economic officials 
predict that inflationary pressures will slow during the last quar- 
ter of the year. In a September 1 speech, the Minister of Economy 
and Finance Silva Ruete acknowledged that the 1979 increase in the 
CPI would total 60 percent. Most observers think that the final 
figure is likely to be closer to 70 percent. 


Money Supply and Government Finances 


During the first six months of 1979 M, (the broadest definition of 
money supply) increased by 30 percent: In the second quarter of the 
year My grew at an annual rate of 60.6 percent, about the same in- 





crease recorded in 1978. The gain in net international reserves 
accounted for over 80 percent of the growth in M The particularly 
strong gain in international reserves in June =r July ($283 million 
in total) led the government to take the steps described below to 
stem the inflow of foreign exchange. Net internal credit by the 
banking system increased only 2 percent during the first half of the 
year. There was a contraction in net credit to the public sector, 
while private sector credit rose by 24 percent. The net contraction 
in public sector credit was a result of the strong improvement in 
fiscal performance and the large sales of government bonds during 
the period. During the first half of 1979 the current revenues of 
the central government more than doubled, while current expenditures 
increased by only 65 percent compared to the same period in 1978. 

As a result, through June the budget showed a significant current 
surplus in contrast with last year's deficit. In spite of a strong 
increase in capital expenditures, the overall deficit was only 5.6 
billion soles ($25 million), compared to 30 billion soles ($133 
million) last year. In line with one of the goals of the Peruvian 
government's economic program, the share of total credit accounted 
for by the private sector has risen from 41 percent in December 1978 
to 44 percent in March 1979 to 50 percent in June 1979. 


Employment and Wages 


The Peruvian government has granted larger and more frequent wage 
increases in 1979 compared to last year. In 1978 there were signifi- 
cant declines in real income for both blue and white collar workers, 
with the drop more severe for the latter group. So far this year the 
Peruvian government has decreed four across-the-board wage hikes. 

From the January through October 1 wage increase, blue collar wages 
rose by 52 percent and white collar wages increased by 31 percent in 
nominal terms. The data suggests that blue collar workers may actual- 
ly make some gains in real income in 1979. White-collar workers are 
still experiencing a significant decline in real income, although the 
drop is less severe than that recorded in 1978. According to a re- 
cent speech given by the Minister of Economy and Finance, the 
employment situation has begun to show some slight improvement, al- 
though no official data is as yet available. The rate of underemploy- 
ment (persons earning less than the minimum wage or working less than 
35 hours a week and wishing to work more) was 47 percent at the end 
of 1978, no change from the 1977 figure. 


External Sector and Foreign Exchange 


During the first six months of the year, Peru's external accounts 
continued to improve dramatically. Export proceeds for the first half 
of 1979 were 63 percent above the corresponding period in 1978. The 
official projection for total export receipts in 1979 is $3.1 billion, 
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60 percent above the 1978 level. Peru is benefiting this year from 
the strong rise in the international prices of metals and petroleum, 
a large increase in petroleum exports and a surge in the growth of 
non-traditional exports. Petroleum receipts are forecast to reach 
nearly $700 million in 1979 and will account for 22 percent of total 
export proceeds, making petroleum the most important export. Copper, 
which formerly accounted for the largest share of export proceeds, 
will fall to second place, with a share of 17 percent. Owing to the 
greater availability of foreign exchange, the easing of import re- 
strictions and the beginning of recovery in the manufacturing sector, 
imports are picking up this year after the severe drop in 1978. 
Import payments in 1979 are projected to reach nearly $2 billion, 

23 percent higher than last year's level. The Central Bank predicts 
that the 1979 trade surplus will equal over $1 billion, more than 
triple the 1978 figure. Through June, the trade surplus already 
totaled $525.5 million. 


The large trade surplus will be somewhat offset by a larger deficit 
in the services account. The deterioration is primarily explained 
by higher interest payments on the external debt and increased pri- 
vate investment income outflows owing to the higher earnings of 
foreign mining and petroleum companies. The latest official projec- 
tion shows a 1979 current account surplus of about $400 million. 
Last year the current account recorded a deficit of about $192 
million. 


Owing to the effects of the 1979 debt refinancing and a higher 
utilization of official loans, the balance on official loans is pro- 
jected to be $940 million in 1979, more than double the 1978 balance. 
This surplus will be somewhat offset by lower inflows of private sec- 
tor loans and a net outflow of direct private investment. Neverthe- 
less, net long-term capital flows are officially projected to reach 
about $860 million, compared to last year's surplus of $421 million. 
According to Central Bank frecasts, the net basic balance will 
reach over $1 billion in 1999; the 1978 figure was $229.5 million. 


The strong increase in export proceeds is the main factor behind the 
$414 million rise in the net international reserves of the banking 
system during the first six months of the year. The major gain has 
been reflected in the accounts of the Central Bank ($350 million). 

At the end of June 1979 the total net reserves of the banking system 
equaled negative $605.4 million; the Central Bank's net international 
reserve position turned positive in October. The government now 
predicts that the net international reserves of the banking system 
will be positive by the beginning of 1980. 


The monetization of the higher-than-expected gairis in international 
reserves was one of the main factors which prevented the government 
from significantly lowering the inflation rate in 1979. As a result, 
the government took steps in June and again in August to stem dollar 
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inflows. The measures included a requirement for prior deposit of 
funds from foreign loans which was set at 10 percent in Jume and 
raised to 15 percent in August. In addition, the Central Bank per- 
mitted advance payments of loans contracted to finance imports and 
liberalized several foreign exchange regulations applying to travel, 
students and remittances. Special dollar accounts at the Central 
Bank which carry competitive rates of interest were created to en- 
courage exporters to hold their proceeds for a longer period of 
time. The Central Bank also advanced payment of about $417 million 
in short-term debt. According to a recent statement by Central Bank 
president Moreyra, by the end of 1979 the public sector will no 
longer hold any short-term debt. 


The official projection for the 1980 balance of payments indicates 

a slight deterioration in the trade account, but the trade surplus 

will still be about $1 billion. The current account is forecast to 
show a surplus of $55 million and the capital account surplus will 

drop significantly because of the decision to waive the 1980 refin- 
ancing. According to the projection, there will be a $100 million 

net basic balance surplus next year, making further gain in inter- 

national reserves dependent on drawdowns from IMF loans. 


The official value of the sol depreciated by about 11 percent during 
the first half of 1979 (in terms of US dollars per sol) as the 
Central Bank continued the policy of mini-devaluations. The value 
of the sol fell from 196 soles = $1 at the end of 1978 to 220 soles = 
$1 at the end of June. The monthly rate of depreciation of the sol 
against the dollar has dropped gradually from 2.7 percent in January 
to a programmed 1.6 percent for September. The official forecast for 
the value of the sol at the end of 1979 remains 250 soles = $1. The 
Central Bank president recently announced that the policy of mini- 
devaluations would continue in 1980. A rate of 285 soles = $1 has 
been set for mid-1980 and there is a more tentative projection of 

310 soles = $1 for the end of the year. The latter figure would 
imply a 19 percent depreciation of the sol against the dollar in 
1980 compared to the 22 percent decline projected for 1979. 


IMPLICATIONS FOR THE UNITED STATES 


In spite of the sharp drop in Peruvian imports in 1978, the US share 
in the market rose to 38 percent compared to 29 percent in 1977. 

The major reason for the increase in the US market share was ex- 
panded imports of foodstuffs, particularly rice. Other important 

US exports to Peru include machinery, mechanical appliances and parts, 
wheat, vegetable oils and chemicals. 


As a result of the expansion of export-oriented industries, economic 
growth is likely to be stronger in 1979 than previously expected, 
which improves prospects for imports. The Peruvian government is 
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forecasting a 23 percent increase in import value this year and has 
encouraged imports by removing all financing requirements last June, 
six months before required under the IMF Stand-By conditions. Accord- 
ing to preliminary data for the first half of 1979, the US share in 
the Peruvian import market dropped slightly to 36 percent. If the 

US maintains this share of the market for the entire year, it would 
mean about $700 million in Peruvian imports from the US this year 
compared to about $600 million last year. 


The most significant Peruvian policy action affecting US exports is 
the process recently initiated by the governmerit to open up the highly 
protected economy to more imports. The former Peruvian import system 
was a complex maze of overlapping restrictions, high tariffs and 
licensing requirements. Any goods which were produced domesticallv were 
prohibited from being imported and the average effective tariff rate 
for industrial products (90 percent) was the highest in the Andean 
Pact. The government has recently begun a program of import liberali- 
zation whereby the tariff structure will be simplified, administra- 
tive regulations eliminated or rationalized and most import prohibi- 
tions dismantled. A new tariff schedule has been 
published. Prohibitively high tariffs on some 

consumer goods have been lowered. Imports of capital 
goods are not produced in the Andean Pact now carry 

a relatively low tariff rate of 15 percent. This new 
policy clearly signals a major change from Peru's 

former protective import-substitution trade policies. 

It not only represents a unique opportunity for US 
exporters, but also has the potential for easing 
inflationary pressure and promoting more rational 
industrial development and higher growth in Peru. 


With the prospect of this import liberalization policy many US ex- 
porters who have not been active in Peru should consider entering this 
market through the services of a reputable agent/distributor. Recently 
an average of five Peruvian companies a day has been contacting the 
Commercial Section of the US Embassy seeking new lines and most of 
these contacts have been reported through the Trade Opportunities Pro- 
gram. The Commercial Section has also received a very favorable 
response from the Peruvian business community to inquiries made by 

US firms through the Agent/Distributor Service of the Department of 
Commerce . 


The most promising opportunities for US exporters lie in the areas of 
mining and earthmoving equipment , business equipment, small computers, 
textile machinery, and communications equipment. 


Peru's mining sector presents particularly good opportunities, as the 
Peruvian government is now studying a number of projects which had 
been dormant because of the country's lack of foreign exchange. These 
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projects include replacement of a copper precipitation plant, expan- 
Sion of copper and zinc mines, exploration and exploitation of 
alluvial gold deposits and the construction of a copper concentrating 
plant. Detailed information on these and other projects can be found 
in the Embassy's annual Minerals Report which is available from the 
US Department of Commerce. 


The Peruvian market for business equipment and small computers is 
now expanding as the country's private sector emerges from several 
years of difficulty when purchases of these types of equipment were 
postponed. Particularly promising products include electric type- 
writers, automatic data processing machines, small to medium size 
computers and peripherals and microfilm equipment. 


The Peruvian textile industry has long been one of the soundest and 
most progressive manufacturing activities in Peru. Latest available 
data indicates that there are 690 textile establishments em- 
ploying 27,300 blue collar and 6,500 white collar workers producing 
approximately $312 million of merchandise annually. For the 

last two years these firms, traditionally on the alert for new and 
better equipment, have had to reduce their purchases because of Peru's 
economic situation; but, industry sources state that the textile 
manufacturers are now once again in the market for new machinery. US 
exporters of textile equipment should carefully select their repre- 
sentative or sales agent in Peru as an effective sales effort will 
require the ability to offer on the spot technical assistance and 
maintenance service to end users. 


Communications equipment will also be in demand as the government is 
sponsoring a series of projects throughout the country to upgrade the 
existing communications network. 


The US Department of Commerce is now organizing a Trade Mission 
Seminar on mining and earthmoving equipment which will visit Peru, 
Chile and Bolivia in January of 1980. A senior official from the US 
Bureau of Mines will head this delegation. US companies interested 
in participating should contact the US Department of Commerce in 
Washington, DC, or any of the Department of Commerce District 
Offices located in major cities throughout the United States. 
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